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grouping consisting of foreign source divi-
dends from Z. The effect of excluding Z from
the affiliated group is that X must apportion
a part of its interest expense to the separate
category for foreign source dividends from Z
in computing alternative minimum taxable
income within each separate category. If, as
a result, under section 904(f), X has a sepa-
rate limitation loss or an overall foreign loss
in the category for dividends from Z for al-
ternative minimum tax purposes, then that
loss must be allocated against X’s other in-
come (separate limitation or United States
source, as the case may be). The loss must be
recaptured in subsequent years under the
rules of section 904(f) for purposes of the al-

ternative minimum tax foreign tax credit.
* % %

(iv) Effective date. This paragraph
(d)(2) applies to taxable years begin-
ning after December 31, 1989.

(d)(3)~(6) [Reserved]. For further
guidance, see §1.861-11T(d)(3) through
(6).

(T) Special rules for the application of
$1.861-11T(d)(6). The attribution rules
of section 1563(e) and the regulations
under that section shall apply in deter-
mining indirect ownership under
§1.861-11T(d)(6). The Commissioner
shall have the authority to disregard
trusts, partnerships, and pass-through
entities that break affiliated status.
Corporations described in §1.861-
11T(d)(6) shall be considered to con-
stitute members of an affiliated group
that does not file a consolidated return
and shall therefore be subject to the
limitations imposed under §1.861-
11T(g). The affiliated group filing a
consolidated return shall be considered
to constitute a single corporation for
purposes of applying the rules of §1.861—
11T(g). For taxable years beginning
after December 31, 1989, §1.861-
11T(d)(6)(1) shall not apply in deter-
mining foreign source alternative min-
imum taxable income within each sep-
arate category and the alternative
minimum tax foreign tax credit pursu-
ant to section 59(a) to the extent that
such application would result in the in-
clusion of a section 936 corporation
within the affiliated group. This para-
graph (d)(7) applies to taxable years be-
ginning after December 31, 1986.

(e)-(g) [Reserved]. For further guid-
ance, see §1.861-11T(e) through (g).

[T.D. 8916, 66 FR 273, Jan. 3, 2001]
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§1.861-11T Special rules for allocating
and apportioning interest expense
of an affiliated group of corpora-
tions (temporary).

(a) In general. Sections 1.861-9T, 1.861—
10T, 1.861-12T, and 1.861-13T provide
rules that are generally applicable in
apportioning interest expense. The
rules of this section relate to affiliated
groups of corporations and implement
section 864(e) (1) and (5), which requires
affiliated group allocation and appor-
tionment of interest expense. The rules
of this section apply to taxable years
beginning after December 31, 1986, ex-
cept as otherwise provided in §1.861-
13T. Paragraph (b) of this section de-
scribes the scope of the application of
the rule for the allocation and appor-
tionment of interest expense of affili-
ated groups of corporations, which is
contained in paragraph (c) of this sec-
tion. Paragraph (d) of this section sets
forth the definition of the term ‘‘affili-
ated group” for purposes of this sec-
tion. Paragraph (e) describes the treat-
ment of loans between members of an
affiliated group. Paragraph (f) of this
section provides rules concerning the
affiliated group allocation and appor-
tionment of interest expense in com-
puting the combined taxable income of
a FSC or DISC and its related supplier.
Paragraph (g) of this section describes
the treatment of losses caused by ap-
portionment of interest expense in the
case of an affiliated group that does
not file a consolidated return.

(b) Scope of application—(1) Applica-
tion of section 864(e) (1) and (5) (con-
cerning the definition and treatment of
affiliated groups). Section 864(e) (1) and
(5) and the portions of this section im-
plementing section 864(e) (1) and (5)
apply to the computation of foreign
source taxable income for purposes of
section 904 (relating to various limita-
tions on the foreign tax credit). Sec-
tion 904 imposes separate foreign tax
credit limitations on passive income,
high withholding interest income, fi-
nancial services income, shipping in-
come, income consisting of dividends
from each noncontrolled section 902
corporation, income consisting of divi-
dends from a DISC or former DISC,
taxable income attributable to foreign
trade income within the meaning of
section 923(b), distributions from a FSC
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or former FSC, and all other forms of
foreign source income not enumerated
above (‘‘general limitation income’’).
Section 864(e) (1) and (5) and the por-
tions of this section implementing sec-
tion 864(e) (1) and (5) also apply in con-
nection with section 907 to determine
reductions in the amount allowed as a
foreign tax credit under section 901.
Section 864(e) (1) and (5) and the por-
tions of this section implementing sec-
tion 864(e) (1) and (5) also apply to the
computation of the combined taxable
income of the related supplier and a
foreign sales corporation (FSC) (under
sections 921 through 927) as well as the
combined taxable income of the related
supplier and a domestic international
sales corporation (DISC) (under sec-
tions 991 through 997).

(2) Nonapplication of section 864(e) (1)
and (5) (concerning the definition and
treatment of affiliated groups). Section
864(e) (1) and (5) and the portions of
this section implementing section
864(e) (1) and (5) do not apply to the
computation of subpart F income of
controlled foreign corporations (under
sections 951 through 964), the computa-
tion of combined taxable income of a
possessions corporation and its affili-
ates (under section 936), or the com-
putation of effectively connected tax-
able income of foreign corporations.
For the rules with respect to the allo-
cation and apportionment of interest
expenses of foreign corporations other
than controlled foreign corporations,
see §§1.882-4 and 1.882-5.

(c) General rule for affiliated corpora-
tions. Except as otherwise provided in
this section, the taxable income of
each member of an affiliated group
within each statutory grouping shall
be determined by allocating and appor-
tioning the interest expense of each
member according to apportionment
fractions which are computed as if all
members of such group were a single
corporation. For purposes of deter-
mining these apportionment fractions,
stock in corporations within the affili-
ated group (as defined in section
864(e)(b) and the rules of this section)
shall not be taken into account. In the
case of an affiliated group of corpora-
tions that files a consolidated return,
consolidated foreign tax credit limita-
tions are computed for the group in ac-
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cordance with the rules of §1.1502-4.
Except as otherwise provided, all the
interest expense of all members of the
group will be treated as definitely re-
lated and therefore allocable to all the
gross income of the members of the
group and all the assets of all the mem-
bers of the group shall be taken into
account in apportioning this interest
expense. For purposes of this section,
the term ‘‘taxpayer’ refers to the af-
filiated group (regardless of whether
the group files a consolidated return),
rather than to the separate members
thereof.

(d)(1)~(2) [Reserved]. For further
guidance, see §1.861-11(d)(1) and (2).

(38) Treatment of life insurance compa-
nies subject to taxation wunder section
801—(i) General rule. A life insurance
company that is subject to taxation
under section 801 shall be considered to
constitute a member of the affiliated
group composed of companies not tax-
able under section 801 only if a parent
corporation so elects under section
1504(c)(2)(A) of the Code. If a parent
does not so elect, no adjustments shall
be required with respect to such an in-
surance company under paragraph (g)
of this section.

(i1) Treatment of stock. Stock of a life
insurance company that is subject to
taxation under section 801 that is not
included in an affiliated group shall be
disregarded in the allocation and ap-
portionment of the interest expense of
such affiliated group.

(4) Treatment of certain financial cor-
porations—(i) In general. In the case of
an affiliated group (as defined in para-
graph (d)(1) of this section), any mem-
ber that constitutes financial corpora-
tions as defined in paragraph (d)(4)(ii)
of this section shall be treated as a sep-
arate affiliated group consisting of fi-
nancial corporations (the ‘‘financial
group’’). The members of the group
that do not constitute financial cor-
porations shall be treated as members
of a separate affiliated group con-
sisting of nonfinancial corporations
(‘‘the nonfinancial group’’).

(i1) Financial corporation defined. The
term ‘‘financial corporation’” means
any corporation which meets all of the
following conditions:

(A) It is described in section 581 (re-
lating to the definition of a bank) or
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section 591 (relating to the deduction
for dividends paid on deposits by mu-
tual savings banks, cooperative banks,
domestic building and loan associa-
tions, and other savings institutions
chartered and supervised as savings
and loan or similar associations);

(B) Its business is predominantly
with persons other than related per-
sons (within the meaning of section
864(d)(4) and the regulations there-
under) or their customers; and

(C) It is required by state or Federal
law to be operated separately from any
other entity which is not such an insti-
tution.

(iii) Treatment of bank holding compa-
nies. The total aggregate interest ex-
pense of any member of an affiliated
group that constitutes a bank holding
company subject to regulation under
the Bank Holding Company Act of 1956
shall be prorated between the financial
group and the nonfinancial group on
the basis of the assets in the financial
and nonfinancial groups. For purposes
of making this proration, the assets of
each member of each group, and not
the stock basis in each member, shall
be taken into account. Any direct or
indirect subsidiary of a bank holding
company that is predominantly en-
gaged in the active conduct of a bank-
ing, financing, or similar business shall
be considered to be a financial corpora-
tion for purposes of this paragraph
(d)(4). The interest expense of the bank
holding company must be further ap-
portioned in accordance with §1.861-
9T(f) to the various section 904(d) cat-
egories of income contained in both the
financial group and the nonfinancial
group on the basis of the assets owned
by each group. For purposes of com-
puting the apportionment fractions for
each group, the assets owned directly
by a bank holding company within
each limitation category described in
section 904(d)(1) (other than stock in
affiliates or assets described in §1.861-
9T(f)) shall be treated as owned pro
rata by the nonfinancial group and the
financial group based on the relative
amounts of investments of the bank
holding company in the nonfinancial
group and financial group.

(iv) Consideration of stock of the mem-
bers of one group held by members of the
other group. In apportioning interest
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expense, the nonfinancial group shall
not take into account the stock of any
lower-tier corporation that is treated
as a member of the financial group
under paragraph (d)(4)(i) of this sec-
tion. Conversely, in apportioning inter-
est expense, the financial group shall
not take into account the stock of any
lower-tier corporation that is treated
as a member of the nonfinancial group
under paragraph (d)(4)(i) of this sec-
tion. For the treatment of loans be-
tween members of the financial group
and members of the nonfinancial
group, see paragraph (e)(1) of this sec-
tion.

(5) Example. (i) Facts. X, a domestic
corporation which is not a bank hold-
ing company, is the parent of domestic
corporations Y and Z. Z owns 100 per-
cent of the stock Z1, which is also a do-
mestic corporation. X, Y, Z, and Z1
were organized after January 1, 1987,
and constitute an affiliated group with-
in the meaning of paragraph (d)(1) of
this section. Y and Z are financial cor-
porations described in paragraph (d)(4)
of this section. X also owns 25 percent
of the stock of A, a domestic corpora-
tion. Y owns 25 percent of the voting
stock of B, a foreign corporation that
is not a controlled foreign corporation.
Z owns less than 10 percent of the vot-
ing stock of C, another foreign corpora-
tion. The foreign source income gen-
erated by Y’s or Z’s direct assets is ex-
clusively financial services income.
The foreign source income generated
by X’s or Zl’s direct assets is exclu-
sively general limitation income. X
and Zl1 are not financial corporations
described in paragraph (d)(4)(ii) of this
section. Y and Z, therefore, constitute
a separate affiliated group apart from
X and Z1 for purposes of section 864(e).
The combined interest expense of Y
and Z of $100,000 ($50,000 each) is appor-
tioned separately on the basis of their
assets. The combined interest expense
of X and Z1 of $50,000 ($25,000 each) is
allocated on the basis of the assets of
the XZ1 group.

Analysis of the YZ group assets

Adjusted basis of assets of the YZ group that
generate foreign source financial services in-
come (excluding stock of foreign subsidiaries

not included in the YZ affiliated group) .......... $200,000
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Z’s basis in the C stock (not adjusted by the al-
locable amount of C’s earnings and profits
because Z owns less than 10 percent of the
stock) which would be considered to gen-
erate passive income in the hands of a non-
financial services entity but is considered to
generate financial services income when in

the hands of Z, a financial services entity ..... $100,000
Y’s basis in the B stock (adjusted by the allo-
cable amount of B’s earnings and profits)
which generates dividends subject to a sepa-
rate limitation for B dividends ........................ $100,000
Adjusted basis of assets of the YZ group that
generate U.S. source income ............cccceeeee $600,000
Total aSSets ....c.ccveerreuerreenieeniinens $1,000,000
Analysis of the XZ1 group assets
Adjusted basis of assets of the XZ1 group that
generate foreign source general limitation in-
(070211 TSR $500,000
Adjusted basis of assets of the XZ1 group
other than A stock that generate domestic
SOUICE INCOME ....oevvviiicieiiii e $1,900,000
X’s basis in the A stock adjusted by the allo-
cable amount of A’s earnings and profits ...... $100,000
Total domestic assets .................. $2,000,000
Total assets ......cccceeeeeeeevueereerienens $2,500,000

(ii) Allocation. No portion of the
$50,000 deduction of the YZ group is
definitely related solely to specific
property within the meaning of §1.861-
10T. Thus, the YZ group’s deduction for
interest is related to all its activities
and properties. Similarly, no portion of
the $50,000 deduction of the XZ1 group
is definitely related solely to specific

$50,000 x

To gross income from sources inside
the United States:

$2,000,000
$2,500,000

(6) Certain unaffiliated corporations.
Certain corporations that are not de-
scribed in paragraph (d)(1) of this sec-
tion will nonetheless be considered to
constitute affiliated corporations for
purposes of §§1.861-9T through 1.861-
13T. These corporations include:

(i) Any includible corporation (as de-
fined in section 1504(b) without regard
to section 1504(b)(4)) if 80 percent of ei-
ther the vote or value of all out-
standing stock of such corporation is
owned directly or indirectly by an in-

$50,000x ——F—— . .. . .. $40,000

$500,000
$2,500,000
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property within the meaning of §1.861-
10T. Thus, the XZ1 group’s deduction
for interest is related to all its activi-
ties and properties.

(iii) Apportionment. The YZ group
would apportion its interest expense as
follows:

To gross financial services income
from sources outside the United

States:

$300,000
$1,000,000
To gross income subject to a separate
limitation for dividends from B:
$100,000
$1,000,000
To gross income from sources inside
the United States:

$600,000
$1,000,000

The XZ1 group would apportion its
interest expense as follows:

To gross general limitation income
from sources outside the United
States:

$50,000X ———— ... ... $15,000

$50,000 %

$50,000X ——— ... ... $30,000

...... $10,000

cludible corporation or by members of
an affiliated group, and

(ii) Any foreign corporation if 80 per-
cent of either the vote or value of all
outstanding stock of such corporation
is owned directly or indirectly by
members of an affiliated group, and if
more than 50 percent of the gross in-
come of such corporation for the tax-
able year is effectively connected with
the conduct of a United States trade or
business. If 80 percent or more of the
gross income of such corporation is ef-
fectively connected income, then all
the assets of such corporation and all
of its interest expense shall be taken
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into account. If between 50 and 80 per-
cent of the gross income of such cor-
poration is effectively connected in-
come, then only the assets of such cor-
poration that generate effectively con-
nected income and a percentage of its
interest expense equal to the percent-
age of its assets that generate effec-
tively connected income shall be taken
into account.

(T) Special rules for the application of
$1.861-11T(d)(6). [Reserved]. For special
rules for the application of §1.861-
11T(d)(6), see §1.861-11(d)(7).

(e) Loans between members of an affili-
ated group—(1) General rule. In the case
of loans (including any receivable) be-
tween members of an affiliated group,
as defined in paragraph (d) of this sec-
tion, for purposes of apportioning in-
terest expense, the indebtedness of the
member borrower shall not be consid-
ered an asset of the member lender.
However, in the case of members of
separate financial and nonfinancial
groups under paragraph (d)(4) of this
section, the indebtedness of the mem-
ber borrower shall be considered an
asset of the member lender and such
asset shall be characterized by ref-
erence to the member lender’s income
from the asset as determined under
paragraph (e)(2)(ii) of this section. For
purposes of this paragraph (e), the
terms ‘‘related person interest income”
and ‘‘related person interest payment”’
refer to interest paid and received by
members of the same affiliated group
as defined in paragraph (d) of this sec-
tion.

(2) Treatment of interest expense within
the affiliated group—(i) General rule. A
member borrower shall deduct related
person interest payments in the same
manner as unrelated person interest
expense using group apportionment
fractions computed under §1.861-9T(f).
A member lender shall include related
person interest income in the same
class of gross income as the class of
gross income from which the member
borrower deducts the related person in-
terest payment.

(i1) Special rule for loans between fi-
nancial and nonfinancial affiliated cor-
porations. In the case of a loan between
two affiliated corporations only one of
which constitutes a financial corpora-
tion under paragraph (d)(4) of this sec-
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tion, the member borrower shall allo-
cate and apportion related person in-
terest payments in the same manner as
unrelated person interest expense using
group apportionment fractions com-
puted under §1.861-9T(f). The source of
the related person interest income to
the member lender shall be determined
under section 861(a)(1).

(iii) Special rule for high withholding
tax interest. In the case of an affiliated
corporation that pays interest that is
high withholding tax interest under
§1.904-5(f)(1) to another affiliated cor-
poration, the interest expense of the
payor shall be allocated to high with-
holding tax interest.

(3) Back-to-back loans. If a member of
the affiliated group makes a loan to a
nonmember who makes a loan to a
member borrower, the rule of para-
graphs (e) (1) and (2) of this section
shall apply, in the Commissioner’s dis-
cretion, as if the member lender made
the loan directly to the member bor-
rower, provided that the loans con-
stitute a back-to-back loan trans-
action. Such loans will constitute a
back-to-back loan for purposes of this
paragraph (e) if the loan by the non-
member would not have been made or
maintained on substantially the same
terms irrespective of the loan of funds
by the lending member to the non-
member or other intermediary party.

(4) Examples. The rules of this para-
graph (e) may be illustrated by the fol-
lowing examples.

Example 1. X, a domestic corporation, is
the parent of Y, a domestic corporation. X
and Y were organized after January 1, 1987,
and constitute an affiliated group within the
meaning of paragraph (d)(1) of this section.
Among X’s assets is the note of Y for the
amount of $100,000. Because X and Y are
members of an affiliated group, Y’s note does
not constitute an asset for purposes of appor-
tionment. The apportionment fractions for
the relevant tax year of the XY group are 50
percent domestic, 40 percent foreign general,
and 10 percent foreign passive. Y deducts its
related person interest payment using those
apportionment fractions. Of the $10,000 in re-
lated person interest income received by X,
$5,000 consists of domestic source income,
$4,000 consists of foreign general limitation
income, and $1,000 consists of foreign passive
income.

Example 2. X is a domestic corporation or-
ganized after January 1, 1987. X owns all the
stock of Y, a domestic corporation. On June
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1, 1987, X loans $100,000 to Z, an unrelated
person. On June 2, 1987, Z makes a loan to Y
with terms substantially similar to those of
the loan from X to Z. Based on the facts and
circumstances of the transaction, it is deter-
mined that Z would not have made the loan
to Y on the same terms if X had not made
the loan to Z. Because the transaction con-
stitutes a back-to-back loan, as defined in
paragraph (e)(3) of this section, the Commis-
sioner may require, in his discretion, that
neither the note of Y nor the note of Z may
be considered an asset of X for purposes of
this section.

(f) Computations of combined taxable
income. In the computation of the com-
bined taxable income of any FSC or
DISC and its related supplier which is
a member of an affiliated group under
the pricing rules of sections 925 or 994,
the combined taxable income of such
FSC or DISC and its related supplier
shall be reduced by the portion of the
total interest expense of the affiliated
group that is incurred in connection
with those assets of the group used in
connection with export sales involving
that FSC or DISC. This amount shall
be computed by multiplying the total
interest expense of the affiliated group
and interest expense of the FSC or
DISC by a fraction the numerator of
which is the assets of the affiliated
group and of the FSC or DISC gener-
ating foreign trade income or gross in-
come attributable to qualified export
receipts, as the case may be, and the
denominator of which is the total as-
sets of the affiliated group and the FSC
or DISC. Under this rule, interest of
other group members may be attrib-
uted to the combined taxable income of
a FSC or DISC and its related supplier
without affecting the amount of inter-
est otherwise deductible by the FSC or
DISC, the related supplier or other
member of the affiliated group. The
FSC or DISC is entitled to only the
statutory portion of the combined tax-
able income, net of any deemed inter-
est expense, which determines the com-
mission paid to the FSC or DISC or the
transfer price of qualifying export
property sold to the FSC or DISC.

(g) Losses created through apportion-
ment—(1) General rules. In the case of an
affiliated group that is eligible to file,
but does not file, a consolidated return
and in the case of any corporation de-
scribed in paragraph (d)(6) of this sec-
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tion, the foreign tax credits in any sep-
arate limitation category are limited
to the credits computed under the rules
of this paragraph (g). As a consequence
of the affiliated group allocation and
apportionment of interest expense re-
quired by section 864(e)(1) and this sec-
tion, interest expense of a group mem-
ber may be apportioned for section 904
purposes to a limitation category in
which that member has no gross in-
come, resulting in a loss in that limita-
tion category. The same is true in con-
nection with any expense other than
interest that is subject to apportion-
ment under the rules of section
864(e)(6) of the Code. Any reference to
“interest expense’’ in this paragraph
(g) shall be treated as including such
expenses. For purposes of this para-
graph, the term ‘“‘limitation category”
includes domestic source income, as
well as the types of income described
in section 904(d)(1) (A) through (I). A
loss of one affiliate in a limitation cat-
egory will reduce the income of an-
other member in the same limitation
category if a consolidated return is
filed. (See §1.1502-4.) If a consolidated
return is not filed, this netting does
not occur. Accordingly, in such a case,
the following adjustments among
members are required in order to give
effect to the group allocation of inter-
est expense:

(i) Losses created through group ap-
portionment of interest expense in one
or more limitation categories within a
given member must be eliminated; and

(ii) A corresponding amount of in-
come of other members in the same
limitation category must be re-
characterized.

Such adjustments shall be accom-
plished, in accordance with paragraph
(2)(2) of this section, without changing
the total taxable income of any mem-
ber and before the application of sec-
tion 904(f). Section 904(f) (including sec-
tion 904(f)(5)) does not apply to a loss
created through the apportionment of
interest expense to the extent that the
loss is eliminated pursuant to para-
graph (g)(2)(ii) of this section. For pur-
poses of this section, the terms ‘‘limi-
tation adjustment’” and ‘‘recharacter-
ization”” mean the recharacterization
of income in one limitation category as
income in another limitation category.
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(2) Mechanics of computation—(i) Step
1: Computation of consolidated taxable in-
come. The members of an affiliated
group must first allocate and apportion
all other deductible expenses other
than interest. The members must then
deduct from their respective gross in-
comes within each limitation category
interest expense apportioned under the
rules of §1.861-9T(f). The taxable in-
come of the entire affiliated group
within each limitation category is then
totalled.

(i1) Step 2: Loss offset adjustments. If,
after step 1, a member has losses in a
given limitation category or limitation
categories created through apportion-
ment of interest expense, any such loss
(i.e., the portion of such loss equal to
interest expense) shall be eliminated
by offsetting that loss against taxable
income in other limitation categories
of that member to the extent of the
taxable income of other members with-
in the same limitation category as the
loss. If the member has taxable income
in more than one limitation category,
then the loss shall offset taxable in-
come in all such limitation categories
on a pro rata basis. If there is insuffi-
cient domestic income of the member
to offset the net losses in all foreign
limitation categories caused by the ap-
portionment of interest expense, the
losses in each limitation category shall
be recharacterized as domestic losses
to the extent of the taxable income of
other members in the same respective
limitation categories. After these ad-
justments are made, the income of the
entire affiliated group within each lim-
itation category is totalled again.

(iii) Step 3: Determination of amount
subject to recharacterization. In order to
determine the amount of income to be
recharacterized in step 4, the income
totals computed under step 1 in each
limitation category shall be subtracted
from the income totals computed under
step 2 in each limitation category.

(iv) Step 4: Recharacterization. Be-
cause any differences determined under
step 3 represent deviations from the
consolidated totals computed under
Step 1, such differences (in any limita-
tion category) must be eliminated.

(A) Limitation categories to be reduced.
In the case of any limitation category
in which there is a positive change, the
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income of group members with income
in that limitation category must be re-
duced on a pro rata basis (by reference
to net income figures as determined
under Step 2) to the extent of such
positive change (‘‘limitation reduc-
tions’’). Each member shall separately
compute the sum of the limitation re-
ductions.

(B) Limitation categories to be in-
creased. In any case in which only one
limitation category has a mnegative
change in Step 3, the sum of the limita-
tion reductions within each member is
added to that limitation category. In
the case in which multiple limitation
categories have negative changes in
Step 3, the sum of the limitation reduc-
tions within each member is prorated
among the negative change limitation
categories based on the ratio that the
negative change for the entire group in
each limitation category bears to the
total of all negative changes for the en-
tire group in all limitation categories.

(3) Examples. The following examples
illustrate the ©principles of this
paragraph.

Example 1. (i) Facts. X, a domestic corpora-
tion, is the parent of domestic corporations
Y and Z. X, Y, and Z were organized after
Janaury 1, 1987, constitute an affiliated
group within the meaning of paragraph (d)(1)
of this section, but do not file a consolidated
return. The XYZ group apportions its inter-
est expense on the basis of the fair market
value of its assets. X, Y, and Z have the fol-
lowing assets, interest expense, and taxable
income before apportioning interest expense:

Assets X Y z Total
Domestic .............. 2,000.00 0 1,000.00 | 3,000.00
Foreign Passive ... 0 50.00 50.00 100.00
Foreign General .. 0 700.00 200.00 900.00
Interest expense .. 48.00 12.00 80.00 140.00
Taxable Income

(pre-interest):

Domestic .......... 100.00 0 63.00 163.00
Foreign Passive 0 5.00 5.00 10.00
Foreign General 0 60.00 35.00 95.00

(ii) Step 1: Computation of consolidated tax-
able income. Each member of the XYZ group
apportions its interest expense according to
group apportionment ratios determined
under the asset method decribed in §1.861-
9T(f), yielding the following results:

Apportioned interest ex-

pense X Y VA Total
Domestic 36.00 9.00 | 60.00 105.00
Foreign Passive ... 1.20 0.30 2.00 3.50
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Apportioned interest ex-
pense X Y z Total
Foreign General ............ 10.80 2.70 | 18.00 31.50
Total ..occciiciiiie 48.00 | 12.00 | 80.00 140.00

The members of the group then compute
taxable income within each category by de-
ducting the apportioned interest expense
from the amounts of pre-interest taxable in-
come specified in the facts in paragraph (i),
yielding the following results:

Taxable income X Y z Total
Domestic ............ 64.00 9.00 3.00 58.00
Foreign Passive -1.20 4.70 3.00 6.50
Foreign General -10.80 57.30 17.00 63.50
Total ........... 52.00 53.00 23.00 128.00

(iii) Step 2: Loss offset adjustments. Because
X and Y have losses created through appor-
tionment, these losses must be eliminated by
reducing taxable income of the member in
other limitation categories. Because X has a
total of $12 in apportionment losses and be-
cause it has only one limitation category
with income (i.e., domestic), domestic in-
come must be reduced by $12, thus elimi-
nating its apportionment losses. Because Y
has a total of $9 in apportionment losses and
because it has two limitation categories with
income (i.e., foreign passive and foreign gen-
eral limitation), the income in these two
limitation categories must be reduced on a
pro rata basis in order to eliminate its ap-
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limitation categories. Y and Z both have in-
come in these limitation categories. Accord-
ingly, the income of Y and Z in each of these
limitation categories must be reduced on a
pro rata basis (by reference to the adjusted
taxable income figures) to the extent of the
positive change in each limitation category.
The total positive change in the foreign pas-
sive limitation category is $0.52. The ad-
justed taxable income of Y in the foreign
passive limitation category is $4.02 and the
adjusted taxable income of Z in the foreign
passive limitation category is $3. Therefore,
$0.30 is drawn from Y and $0.22 is drawn from
Z. The total positive change in the foreign
general limitation category is $2.48. The ad-
justed taxable income of Y in the foreign
general limitation category is $48.98, and the
adjusted taxable income of Z in the foreign
general limitation category is $17. Therefore,
$1.84 is drawn from Y and $.64 is drawn from
Z.

The members must then separately com-
pute the sum of the limitation reductions. Y
has limitation reductions of $0.30 in the for-
eign passive limitation category and $1.84 in
the foreign general limitation category,
yielding total limitation reduction of $2.14.
Under these facts, domestic income is the
only limitation category requiring a positive
adjustment. Accordingly, Y’s domestic in-
come is increased by $2.14. Z has limitation
reductions of $0.22 in the foreign passive lim-
itation category and $0.64 in the foreign gen-
eral limitation category, yielding total limi-
tation reductions of $0.86. Under these facts,

portionment losses. In summary, the fol-  domestic income is the only limitation cat-
lowing adjustments are required: egory of Z requiring a positive adjustment.
Loss offset ad Accordingly, Z’s domestic income is in-
justments X Y z Total creased by $0.86.
Domestic ............ —12.00 +9.00 0| -300 Recharacterization ad- X v z Total
Foreign Passive +1.20 —-0.68 0 +0.52 justments
Foreign General +10.80 —-8.32 0 +2.48 K
Domestic 0 +2.14 +0.86 +3.00
. . . Foreign Passive . . 0| -030| —-022| -0.52
) These adJustments yl_eld the following ad- Foreign General ... ol _184| —o6a| _2a8
justed taxable income figures:
Adjusted taxable in- N v 2 Total .These recha’ractgrization agjustmegts
come yield the following final taxable income fig-
ures:
Domestic 52.00 0 3.00 55.00
Fore!gn Passive . 0 4.02 3.00 7.02 Final taxable income X Y y4 Total
Foreign General ........ 0 48.98 | 17.00 65.98
Domestic 52.00 214 3.86 58.00
Total .oceeeriies 52.00 53.00 | 23.00 128.00 Foreign Passive . B 0 3.72 278 6.50
. 3 . . Foreign General .......... 0 4714 | 16.36 63.50
(iv) Step 3: Determination of amount subject
to recharacterization. The adjustments per- Total ceeveeeeeeeerne 52.00 | 53.00 | 23.00 | 128.00

formed under Step 2 led to a change in the
group’s taxable income within each limita-
tion category. The total loss offset adjust-
ments column shown in paragraph (iii) above
shows the net deviations between Step 1 and
2.

(v) Step 4: Recharacterization. The loss off-
set adjustments yield a positive change in
the foreign passive and the foreign general

Example 2. (i) Facts. X, a domestic corpora-
tion, is the parent of domestic corporations
Y and Z. X, Y, and Z were organized after
January 1, 1987, constitute an affiliated
group within the meaning of paragraph (d)(1)
of this section, but do not file a consolidated
return. Moreover, X has served as the sole
borrower in the group and, as a result, has
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sustained an overall loss. The XYZ group ap-
portions its interest expense on the basis of
the fair market value of its assets. X, Y, and
Z have the following assets, interest expense,
and taxable income before interest expense:

Assets X Y z Total
Domestic 2,000 0| 1,000 3,000
Foreign Passive . 0 50 50 100
Foreign General 0 700 200 900
Interest Expense ......... 140 0 0 140
Taxable Income (pre-

interest):
Domestic 100 0 100 200
Foreign Passive . 0 5 5 10
Foreign General ... 0 70 35 105

(ii) Step 1: Computation of consolidated tax-
able income. Each member of the XYZ group
apportions its interest expense according to
group apportionment ratios determined
under the asset method described in §1.861-
9T(g), yielding the following results:

Apportioned interest ex-
pense X Y z Total
Domestic 105.00 0 0 105.00
Foreign Passive . 3.50 0 0 3.50
Foreign General ... 31.50 0 0 31.50
Total e 140.00 0 0 140.00

The members of the group then compute
taxable income within each category by de-
ducting the apportioned interest expense
from the amounts of pre-interest taxable in-
come specified in the facts in paragraph (i),
yielding the following results:

Taxable income X Y z Total
Domestic .............. —-5.00 0 100.00 95.00
Foreign Passive ... —3.50 5.00 5.00 6.50
Foreign General .. | —31.50 70.00 35.00 73.50

Total ...ccccueee —40.00 75.00 140.00 175.00

(iii) Step 2: Loss offset adjustment. Because
X has insufficient domestic income to offset
the sum of the losses in the foreign limita-
tion categories caused by apportionment, the
amount of apportionment losses in each lim-
itation category shall be recharacterized as
domestic losses to the extent of taxable in-
come of other members in the same limita-
tion category. This is accomplished by add-
ing to each foreign limitation categories an
amount equal to the loss therein and by sub-
tracting the sum of such foreign losses from
domestic income, as follows:

§1.861-11T
Adjusted taxable
income X Y z Total
Domestic .. —40 0 100 60
Foreign Passive 0 5 5 10
Foreign General 0 70 35 105
Total ........... —40 75 140 175

(iv) Step 3: Determination of amount subject
to recharacterization. The adjustments per-
formed under Step 2 led to a change in the
group’s taxable income within each limita-
tion category. The total loss offset adjust-
ment column shown in paragraph (iii) above
shows the net deviations between Steps 1 and
2.

(v) Step 4: Recharacterization. The loss off-
set adjustments yield a positive change in
the foreign passive and the foreign general
limitation categories. Y and Z both have in-
come in these limitation categories. Accord-
ingly, the income of Y and Z in each of these
limitation categories must be reduced on a
pro rata basis (by reference to the adjusted
taxable income figures) to the extent of the
positive change in each limitation category.
The total positive change in the foreign pas-
sive limitation category is $3.560. The ad-
justed taxable income of Y in the foreign
passive limitation category is $5, and the ad-
justed taxable income of Z in the foreign
passive limitation category is $5. Therefore,
$1.75 is drawn from Y and $1.75 is drawn from
Z. The total positive change in the foreign
general limitation category is $31.50. The ad-
justed taxable income of Y in the foreign
general limitation category is $70, and the
adjusted taxable income of Z in the foreign
general limitation category is $35. Therefore,
$21 is drawn from Y and $10.50 is drawn from
Z.

The members must then separately com-
pute the sum of the limitation reductions. Y
has limitation reductions of $1.75 in the for-
eign passive limitation category and $21 in
the foreign general limitation category,
yielding total limitation reductions of $22.75.
Under these facts, domestic income is the
only limitation category requiring a positive
adjustment. Accordingly, Y’s domestic in-
come is increased by $22.75. Z has limitation
reductions of $1.75 in the foreign passive lim-
itation category and $10.50 in the foreign
general limitation category, yielding total
limitation reductions of $12.25. Under these
facts, domestic income is the only limitation
category requiring a positive adjustment.

Loss offset ad Accordingly, Z’s domestic income is in-
justments X Y z Total creased by $12.25.
Domestic .......... —35.00 0 0| -35.00 Recharacteriza- X v z Total
Foreign Passive +3.50 0 0 +3.50 tion adjustments
Foreign General +31.50 0 0 +31.50
Domestic ............ 0 +22.75 +12.25 +35.00
These adjustments yield the following ad- Eore!gn gasswel g :21'32 :1(1)';5) :3‘?'28
justed taxable income figures: oreign Genera : : -
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These recharacterization adjustments
yield the following final taxable income fig-
ures:

Final taxable in-
come X Y z Total
Domestic ............ —40.00 22.75 112.25 95.00
Foreign Passive 0 3.25 3.25 6.50
Foreign General 0 49.00 24.50 73.50
Total ........... —40.00 75.00 140.00 175.00
(h) Effective/applicability date. The

rules of this section apply for taxable
yvears beginning after December 31,
1986.

[T.D. 8228, 53 FR 35490, Sept. 14, 1988, as
amended by T.D. 8916, 66 FR 274, Jan. 3, 2001;
T.D.9456, 74 FR 38875, Aug. 4, 2009]

§1.861-12 Characterization rules and
adjustments for certain assets.

(a) through (c)(1) [Reserved] For fur-
ther guidance, see §1.861-12T(a) through
©)@).

(2) Basis adjustment for stock in non-
affiliated 10 percent owned corporations—
(i) Taxpayers using the tar book value
method—(A) General rule. For purposes
of apportioning expenses on the basis
of the tax book value of assets, the ad-
justed basis of any stock in a 10 per-
cent owned corporation owned by the
taxpayer either directly or, for taxable
years beginning after April 25, 2006, in-
directly through a partnership or other
pass-through entity shall be—

(I) Increased by the amount of the
earnings and profits of such corpora-
tion (and of lower-tier 10 percent owned
corporations) attributable to such
stock and accumulated during the pe-
riod the taxpayer or other members of
its affiliated group held 10 percent or
more of such stock; or

(2) Reduced (but not below zero) by
any deficit in earnings and profits of
such corporation (and of lower-tier 10
percent owned corporations) attrib-
utable to such stock for such period.

(¢)(2)(1)(B) through (c)(3) [Reserved]
For further guidance, see §1.861-
12T(c)(2)(A)(B) through (c)(3).

(4) Characterization of stock of noncon-
trolled section 902 corporations—(i) Gen-
eral rule. The principles of §1.861-
12T(c)(3) shall apply to stock in a non-
controlled section 902 corporation (as
defined in section 904(d)(2)(E)). Accord-
ingly, stock in a noncontrolled section
902 corporation shall be characterized

26 CFR Ch. | (4-1-11 Edition)

as an asset in the various separate lim-
itation categories on the basis of either
the asset method described in §1.861-
12T(c)(3)(ii) or the modified gross in-
come method described in §1.861-
12T(c)(3)(iii). Stock in a noncontrolled
section 902 corporation the interest ex-
pense of which is apportioned on the
basis of assets shall be characterized in
the hands of its domestic shareholders
(as defined in §1.902-1(a)(1)) under the
asset method described in §1.861-
12T(c)(3)(ii). Stock in a noncontrolled
section 902 corporation the interest ex-
pense of which is apportioned on the
basis of gross income shall be charac-
terized in the hands of its domestic
shareholders under the gross income
method described in §1.861-
12T(c)(3)(iii).

(i1) Nonqualifying shareholders. Stock
in a noncontrolled section 902 corpora-
tion shall be characterized as a passive
category asset in the hands of a share-
holder that is not eligible to compute
an amount of foreign taxes deemed
paid with respect to a dividend from
the noncontrolled section 902 corpora-
tion for the taxable year, and in the
hands of any shareholder with respect
to whom look-through treatment is not
substantiated. See §1.904-5(c)(4)(iii).

(5) Effective/applicability date. Para-
graphs (¢)(2)(i)(A) and (4) of this sec-
tion apply to taxable years of share-
holders ending on or after April 20,
2009. See 26 CFR §1.861-12T(c)(2)(i) in-
troductory text, (2)(i)(A), (2)(1)(B), and
(4) (revised as of April 1, 2009) for rules
applicable to taxable years of share-
holders ending after the first day of the
first taxable year of the noncontrolled
section 902 corporation beginning after
December 31, 2002, and ending before
April 20, 2009.

(d) through (j) [Reserved] For further
guidance, see §1.861-12T(d) through (j).

[T.D, 9452, 74 FR 27874, June 11, 2009]

§1.861-12T Characterization rules and
adjustments for certain assets (tem-
porary).

(a) In general. These rules are appli-
cable to taxpayers in apportioning ex-
penses under an asset method to in-
come in various separate limitation
categories under section 904(d), and
supplement other rules provided in
§§1.861-9T, 1.861-10T, and 1.861-11T. The
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